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AT&T REPLY COMMENTS

AT&T Corp. respectfullysubmitsthisReply to theCommentsfiled in responseto

theCommission’sReportandOrderand SecondFurtherNoticeof ProposedRulemaking,

FCC04-31,releasedFebruary2, 2004,publishedin 69 Fed.Reg. 12814(March 18,

2004)(“SecondMAG Order” and“SFNPRM”).

Thecommentingpartiesarein nearlyunanimousagreementthat theCommission

shouldmakeavailableboththeCenturyTelandtheALLTEL/Madison River/TDS

(“ALLTEL”) alternativeregulationplans,but theydisagreeonanumberof significant

implementationissues.1AT&T urgesthatnoneof theCommentsprovidesgoodreason

Sprintopposesbothplans,claimingthecurrentpricecapregimeis sufficient,andurges

thattheplans, in any event,be delayeduntil theCommissioncompletesits intercarrier
compensationdocket. While AT&T agreesthatpromptcompletionof thatdocketis the
preferablecourse,thesetwo proposalsareausefulinterim stepto provideat leastsome
limitation on rate-of-returnLECs’ overearningswhile the Commissionworkstowardsa
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to departfrom AT&T’s proposalthattheCommission(i) adoptandpromptly implement

a modifiedversionoftheCenturyTelplan,making it mandatoryattheholdingcompany

level for all rate-of-returnLECsservingmorethan50,000linesand, (ii) requirethose

LECs (otherthanaverageschedulecompanies)with lessthan50,000linesattheholding

companylevel to eitherelecttheCenturyTelplanoroperateunderamodifiedversionof

theALLTEL plan. TheCommentsalso do notprovideanygoodreasonto departfrom or

abrogatealtogetherthe“all-or-nothing” rule,which is avaluablesafeguardagainstcost

shifling.

i. Participation Should Be Mandatory

While mostLEC industrygroupsfavorparticipationin eitherplanonly on a

voluntarybasis,soundpolicy reasonsfavor arequirementfor mandatoryparticipationin

the CenturyTelplanby largerrate-of-returnLECs andmandatoryparticipationin the

ALLTEL planby smallerLECswhodo not opt for the CenturyTelproposal.With

respectto the largerLECs,2MCI (at 2-3)andAT&T (at 7-9, 14-17)haveshownthat the

passageof Section204(a)(3)oftheCommunicationsAct, hasdeniedaccessusersany

effectiveremedyfor recoveryof pastdamagesfor overcharges,making it increasingly

urgentto provide somealternativeprotectionagainstLEC overearnings.Mandatory

long-term,comprehensivesolution. Bothplansshouldbe implementedpromptly, by
July 1, 2004, if possible,but in all eventsnot laterthanOctober1, 2004,asALLTEL
(at 5) proposes.AT&T doesnot objectto ALLTEL’s furtherproposalthattariffs filed
undereitherplanprior to thenormalJuly 1, 2005datebeallowedto remainin effectuntil
July 1, 2007,the dateon which thesmallerLECs’ nexttariffs would takeeffect.

2 AT&T hasproposedathresholdof50,000lines,while MCI hassuggested100,000

lines. AT&T favorsthelower thresholdbecausethebenefitsto consumerswill be greater
with thebroaderapplicationoftheplan,but hasno objectionto ahigherthreshold. As
AT&T showsin Attachment1, the50,000line thresholdwill include10 additional
companiesor studyareaswith approximately694,000lines, thataccountfor about4.7%
oftotal linesprovidedby rate-of-returncarriers.
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participationin incentiveregulationby theseLECsshouldprovideat leastsomeincentive

for moreeconomicallyefficientpricingandasmall measureofconsumerprotection,

which is now lacking. Thecommentersurgingvoluntaryparticipationoffer no

alternativemeansto stemtheabusethat is prevalentbecauseof consumersbeingdenied

theright to recoverdamagesfor pastoverearnings.

MCI (at 2-3)andAT&T (at 16-20and,n.28)alsoshowedthatimpropercost

shifting andregulatorygamingby movingbetweenincentiveandrate-of-returnschemes

is arealconcernthatmustbe addressedin any incentiveregulationplan. While the

LECs,of course,denythat costshifting hasoccurredorwill occur,theyoffer nothingbut

theirself-servingconclusoryassertionsandvaguereferencesto otherregulatory

safeguardsto supporttheirdenials.3 In fact,costshifting is extremelydifficult to

detect— evenif theCommissionhadtheresourcesto try to do so— andit is far

preferableto adoptaregulatorystructurethatdiscouragesthispracticeattheoutsetrather

thanto try to detectit onceit occurs. Local competition,whetherfrom wirelessorother

wirelinecarriers,is notyet sufficientlywide-spreador effectiveto preventthis abuse.

Theassertionthat mandatoryparticipationwill somehowbea disincentiveto investment

(USTA at 3) is alsounsupportedandbaseless.Indeed,it is astockclaimthatLECshave

cometo routinelyassertin oppositionto any regulationstheybelievemaythreatentheir

~See, e.g., USTAat 2. AT&T’s Comments(at 17-21) showed,thatexistingmodesof
regulationaresimplynot sufficient to preventthemyriadabusesthatwould persistin a
voluntaryscheme(andwhichareinhibitedby theall-or-nothingrule),particularly given
thesizeandcomplexityoftoday’sLEC ownershipstructuresandthelimited resources
availableto theCommissionfor enforcement.
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high returnsby limiting theirability to raiseprices.4 ThereasonmostLECs oppose

mandatoryparticipationis clear: it providessomemeasureofprotectionagainst

regulatoryabusesandthereforemaylimit theability ofLECsto realizeoverearnings

which ratepayerscannotrecoverbecauseSection204(a)(3)ofthe Act precludesrecovery

ofpastdamages.But that is thestrongestpossiblereasonfor adoptingamandatory

participationrule,not for rejectingit.

ii. The “All-or-Nothing” Rule Should Be Retainedand Applied to PRTC

Thesesameconcernsasto costshifting andregulatorygamingmilitate stronglyin

favorofretainingandenforcingthe“all-or-nothing” rule,which thecommentingLECs

alsogenerallyoppose.5Like mandatoryparticipation,“all-or-nothing” providesa

structuralsafeguardagainstcostshiftingand similar regulatoryabusesthatareessential

to consumerprotection. Suchprotectionis not effectivelyprovidedby anyofthe

alternativemethodscitedby theLECs. Conclusoryassertionsthat, “LECs needthe

flexibility to operateall theiraffiliatesundertheform ofregulation[they find] most

efficientandleastrestrictive” (e.g.,USTA at 3)merelyhighlight thecontinuedneedfor

therule,becausetheform ofregulationaLEC will selectwill assuredlybetheonethat is

mostprofitablefortheLEC and generatethehighestratesfor consumers,who haveno

~Forexample,in theongoingTELRIC rulemakingproceedingUSTA (andall ofthe
commentingLECs) havemadethis sameargumentwith respectto costbasedunbundled
networkelementrates. SeeCommentsofUSTA, filed December16, 2003, In theMatter
ofReviewoftheCommission‘s RulesRegardingthePricing of UnbundledNetwork
Elementsand theResaleofServicebyIncumbentLocalExchangeCarriers, WC Docket
No. 03-173.

5See,e.g., USTA at 6; OPASTCOat 2-3;NTCA at2.
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meaningfulremedyto recoveroverearnings.6Theconcernsovercostshifting thatcaused

theCommissionto adopttheall-or-nothingrule in thefirst placein theLEC Price Cap

Order,7andtheCourtofAppealsto affirm therule asa reasonableand necessarymeans

to inhibit costshifting,8areevenmoreurgenttodaybecausetheability to unfairlyshift

costsposesathreatto competitionthatis finally emergingin the local exchangemarket.

Ratherthanweakeningoreliminatingtherule altogether(asVerizonandUSTA urge),

theCommissionshouldretainandvigorouslyenforceit.

Indeed,asMCI (at 6-7)points out,theconversionofVerizon’sown subsidiary,

PuertoRico TelephoneCompany(“PRTC”), to pricecapregulationis longoverdueand

shouldbe orderedpromptly.9 In seekingoutrighteliminationofthis rule,Verizon

however,claimsthatif PRTCconvertedto pricecapregulation,PRTCwould receiveless

supportunderthemethodologyfor distributingInterstateAccessSupport(“lAS”) funds

6 As AT&T’s Comments(p. 20 andAppendixA-2 andA-3) showed,overthepasteight

years,incentiveregulationhasprovenfar moreeffectivethanrate-of-returnregulationin
reducingswitchedaccessrates. Rate-of-returnregulationwould be more“appropriate”
only in thosecircumstanceswherecostsavingsunderincentiveregulationareinsufficient
to makecontinuedoperationsprofitable,andsuchcircumstancesoccurinfrequently,if at
all. Id.

~SeePolicyandRulesConcerningRatesfor DominantCarriers, 5 FCCRcd.6786
[~J272] (1990)(“LEC holdingcompanieshaveboththemeansandthemotive to shift
costsimproperlyfrom affiliatesunderoneregulatorysystemto affiliates underanother
system,to thedetrimentof ratepayers.”)

8 SeeNRTAv. FCC, 988F.2d 174, 179 (D.C. Cir. 1993)(holding suchrules“arecentral

to pricecapregulation”).

~PRTChasrepeatedlyobtainedwaiversto allow it to remainunderrate-of-return
regulationdespitetherequirementof Section61.41(c)thatnon-pricecapcarriersconvert
to pricecapswithin oneyearof theiracquisitionby apricecapcarrier. See,In theMatter
ofPuertoRico TelephoneCompanyPetitionfor WaiverofSection61.41(c)ofthe
Commission‘s Rulesor, in theAlternative,Requestfor WaiverofSection54.303(a)ofthe
Commission’sRules,MemorandumOpinion and Order, 17 FCCRcd.27,694(2002).
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thanit currentlyreceivesfrom theInterstateCommonLine Support(“ICLS”) fund.

Verizoncitesthis asareasonfor eliminatingthe “all-or-nothing” rule.’°

Verizon’s concernsareof no practicalsignificanceanddo notwarranteliminating

therule. To accommodatesituationslike thePRTC acquisition,it wouldbe reasonableto

modify (orwaive) therulesto makethetotal amountoflAS funding flexible, sothatit

couldbeadjustedupwardto accommodatestudyareasmovingfrom rate-of-return

regulationto pricecapregulation(i.e., CALLS) andadjusteddownwardin theeventthat

any studyareasmovedfrom pricecapsto rate-of-returnregulation. Suchadjustmentscan

andshouldbedone in amannerthatdoesnot increasetotal USF funding. This could

admittedlyresultin somerate-of-returnstudyareasreceivingless supportwhenthey

convertto pricecaps,sincetheformulafor distributinglAS fundsis lessgenerousthan

that for ICLS.

But, asnoted,this providesno basisto eliminatetheall-or-nothingrule. First, the

pricecapruleswouldpermit PRTCto offset any declinein USF supportby instituting a

P1CCcharge,andif necessary,reinstatingaCCL charge.Second,CALLS is scheduled

to terminatein July 2005;thustheneedto imposeP1CCor CCL chargeswould only be

temporary.

10 Verizon(at 6-8)requeststhat theCommissionclarify thattheCALLS andlAS systems

cannotaccommodatenewcarriersor newstudyareasduringthedurationofCALLS.
Verizonemphasizesthatthe existinglAS fund,which is cappedat$650million, doesnot
containanyprovisionfor accommodatingadditionalcarriersor studyareasthatmaybe
addedto CALLS andrequiresupport. Verizon(n.9)notesthatthe$650million ceiling
couldbe increased,basedon theamountofICLS thenewcarrieror studyareawas
receivingbeforebecomingpartof CALLS. However,citing its own acquisitionofPRTC
asanexample,Verizonclaimsthis approach,couldadverselyaffectrate-of-return
carriersthat wereacquiredby pricecapcarriers.
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ShouldtheCommissionneverthelessconcludethatLECs mayadoptan

alternativeregulatoryplanon a studyareaby studyareabasis,AT&T sharesthe

Commission’sconcern(SFNPRM,¶ 78)that LECsmaypotentiallyusean alternative

regulatoryplanto shift costsfrom studyareasfor which it haselectedaplan,to study

areaswhich continueto be regulatedusing thetraditional costmodel. TheCommission’s

tentativeconclusion(SFNPRM,¶ 91), thattheelectionby aholdingcompanyofan

alternativeplanin any studyareacanonly bemadeif theholdingcompanyfiles its own

cost-basedtariffs in all of its non-averageschedulestudyareas,is onepossiblewayto

ensurethat costshiftingwould be bothmorereadilydetectableandwould insulatethe

NECA pools from possiblecostshifts.1’ Additionally, a studyareaonceplacedunder

incentiveregulationshouldnot subsequentlybepermittedto retreatto analternative

traditionalform of regulation. If a LECcouldnot escapeits choiceof incentiveplansit

would bemuchmoredifficult to permanentlyshift costseitherbetweenstudyareasor

jurisdictions.

iii. Incentive Regulation Can Be AccommodatedWithin The NECA Pool

In additionto thepotentialfor costshifting within aholdingcompany,the

Commissionis concernedthat it mightbemoredifficult to identify costshifting if

alternativeregulatoryplansare implementedwithin theNECApools. AT&T believes

thatassumingall non-averagescheduleLECs within aholdingcompanyadoptincentive

regulation,thenwith certainprotections,an incentiveplancouldcoexistwithin the

~ AT&T also agreeswith MCI (at 4), thatin suchevent,thereshouldbelimits asto the

typeandnumberoflinesthatmaybe left underrate-of-returnregulationto allowthe
Commissionto morereadilydetectpossibleabuseoftheplan,andthat theCommission
shouldadoptaspecific date,perhapsthreeyears,by which all rate-of-returnstudyareas
would haveto convertto pricecapregulation.
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NECApoolingprocess.’2As theCommissionnotes,NECA wouldneedto developrate

of returnandratedevelopmentproceduresfor eachofthealternativeplanselectedby the

participantsin thepool. For example,if a poolparticipantwereto requesta lower

formulaadjustment,NECA shouldberequiredto provide all of therelevantdata,

calculationsanddocumentsthat would supporttheneedfor therateadjustment. In all

events,it appearsthatincentiveregulationmaybeaccommodatedwithin theNECApool,

but additionaldetailsshouldbeprovidedby NECA.’3

iv. An X-Factor and Sharing Should Be Adopted

MCI (at 4-6)pointsout thatwhile theCenturyTelproposaldoesnot specifically

addresstheX-factorapplicableto specialaccessservices,its apparentintent is to

effectively freezespecialaccessratesat currentlevels. MCI correctlyobservesthatthis

would resultin asubstantialwindfall for any rate-of-returncarrierconvertingto pricecap

regulation,becausewith thesteadygrowthin specialaccessdemand,therehasbeenand

should continueto be adeclinein unit costs. AT&T agreeswith MCI’s proposalthat as

‘2NECA (at 4-5) claimsthatboththeCenturyTelandALLTEL planscouldbe

accommodatedwithin existingpool mechanisms.UndertheCenturyTelplan (orother
pricecapscheme),accessrevenueswouldbedistributedto poolmemberson aformula
basis,ratherthanon acostbasis,similar to whatis currentlydonefor averageschedule
companies.Thesettlementformulawould varyby pool, with commonline revenues
distributedonaper-linebasisandtraffic sensitiverevenuesdistributedon aper-minute
basis(either$0.0095or $0.0125,dependingon thecarrier’sline density)(NECA,fh.12).

13 NECA hasnotprovidedfurtherdetailson exactlyhowthesystemwouldwork and
AT&T urgesthattheCommissionreviewNECA’s detailedproposalif it is to consider
allowingparticipationon a studyareabasis. Additional informationis required,for
example,on exactlyhow variouspricecapadjustmentswould be implementedin a
pooledenvironment;whetherseparatepoolsshouldbe establishedforpricecapandrate-
of-returnLECs,andhowpricing flexibility would work in apoolingenvironment.
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thesecostsdecline,theyshouldbe passedthroughto customersthroughapplicationof an

X-factor.’4

AT&T also urgesadoptionof MCI’s proposal(at 5) for a sharingmechanism,at

leastfor an initial transitionperiod,modeledon theplanadaptedin theLECPrice Cap

Order, to share50%of anyearningsbetween12.25%and 16.25%,and100%of any

earningsabove16.25%.15 As MCI suggests,anysharingamountsallocatedto the

commonline, switchingandtransportbasketsshouldfirst beusedto reducetheamount

ofa carrier’sdrawfrom the ICLS fund. AT&T agreesthereis astronglikelihood that

rate-of-returncarriers,who havebeenoperatingwithoutefficiencyincentives,should

experiencesignificantefficiencygainsunderincentiveregulation. As theCommission

recognizedin theLECPriceCap Order, ratepayersshould“receivetheirfair shareof

productivitygainsthatoccur.”16

v. Participation in the ALLTEL Plan Should Be Mandatory
and Two SafeguardsShould be Added to the Plan

AT&T urgesthat smallercarrierswho electnot to participatein the CenturyTel

planshouldbe requiredto participatein theALLTEL plan. Smallerrate-of-return

carriersshouldbeprovidedat leastsomeincentivefor costcuttingandmoreefficient

14 MCI proposesanX-factor of6.5%,which appearsreasonablebasedon dataavailable

to AT&T. If the Commissionbelievesadditionaldatais requiredto determinethe
appropriatepercentage,AT&T would supportany reasonableadjustment.

‘~5 FCCRcd. at 6801 [~J124].

16 Id. MCI (at6, n.9) is also correctin observingthat noneofthefactorswhichcausedthe

Commissionto eliminatesharingfor currentpricecapcarriersaftermanyyearsof
experienceunderpricecapsapplyhere,wherethesharingcarrierswouldbemovingfrom
theircurrentrate-of-returnregimeto pricecapsfor thefirst time andthereis no
experiencewith theproposedX-factor or assurancethatit includesaconsumer
productivitydividend. SeePrice CapPerformanceReviewFor Local Exchange
Carriers, 12 FCCRcd. 16,642 [~J~J154, 157-158](1997).
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pricing,which canbeaccomplishedby participationin oneplanor the other. No

commenterhasadvancedacogentreasonfor notrequiringat leastthe modeststep

providedby theALLTEL plantowardincentiveregulationfor smallercarriers. Thereis

no plausibleshowingof potentialharmfrom allowing smallercarriersto selectthe

CenturyTelplan,but requiringthemto be regulatedundertheALLTEL planif theydo

not. Without this minimal incentivethemostinefficient small carrierscouldcontinueto

operateindefinitely with little orno incentiveto increasetheirefficiency,to thedetriment

of theirlargelycaptiveratepayers.

Whethermandatoryor optional,two safeguardsshouldbeaddedto theALLTEL

plan. First, carrierswho file rateincreasesduringarelevanttwo-yearperiodshouldbe

requiredto submit,asan integralpart oftheirfiling ratherthanuponrequest,additional

tariff supportto assurethat such“mid-coursecorrections”do not underminethe cost

cuttingincentivethatis the essenceoftheALLTEL plan. Specifically,theCommission

shouldrequirethatanysuchfiling include: 1) completePart36 andPart69 costsupport;

2) thebaseperiodhistoric demandfor all rateelementsofferedin thetariff; 3) acomplete

setofratedevelopmentworkpapersincluding relevantaccesschargereform

adjustments;and4) ratesofreturn(Form 492’s) for eachservicecategory. In addition,in

theeventthat afiling LEC showsa declinein demandbutclaims thatits interstate

investmentandexpensesarerising, theLEC shouldbe requiredto providea complete

explanationoftheneedfor thenewinvestmentor newexpense.

Second,rate-of-returncarriersfiling tariffs underSection61.39of the

Commission’sRulesarenow exemptfrom therequirementto file rateofreturn

monitoringreportsunderSections65.700and 65.701oftheCommission’sRules. See
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Section61.39(c). CarriersundertheALLTEL planshouldnotbeexcusedfrom this

requirement,butrathershouldberequiredto file earningsreportssotheCommissioncan

monitortheeffectivenessoftheALLTEL planin reducingcostsandseethatthose

reducedcostsarereflectedin lowerrates.

CONCLUSION

Forthereasonsstatedabove,the Commissionshouldpromptly adoptand

implementamodifiedversionof theCenturyTelPlanandmakeit mandatoryatthe

holdingcompanylevel for all rate-of-returnLECsservingmorethan50,000lines. The

Commissionshouldalso requirethoseLECs(otherthanaverageschedulecompanies)

with lessthan50,000linesattheholdingcompanylevel to eitherelecttheCenturyTel

planoroperateunderamodifiedversionoftheALLTEL plan.

Respectfullysubmitted,

AT&T CORP.

Is! Mart Vaarsi
Dated: May 10, 2004 LeonardJ. Cali

LawrenceJ.Lafaro
JudySello
Mart Vaarsi

By its Attorneys

Room3A214
OneAT&T Way
Bedminster,NJ 07921
(908)532-1850
(908)532-1281(facsimile)



MAG SNPRM Aftachment I
List of lOOK and 50K Holding Companies and Study Areas

12/03 12/03
FCC MR FCC MR

2001 2001
Loops Study Areas

50K Holding Companies and Study Areas

1 D&E Communications, Inc. 87,209 2
2 IL CONSOLIDATED TEL 85,703 1
3. Lynch Interactive Corporation 52,606 14
4 Ntelos, Inc. 51,692 2
5 HORRY TEL COOP 97,798 1
6 GUAM TEL. AUTH. 74,006 1
7 VIRGIN ISLANDS TEL 69,073 1
8 MATANUSKA TEL ASSOC 60,131 1
9 FARMERS TEL COOP 59,905 1

10 PIONEER TEL COOP INC 56,569 1
694,692 4.70% of Total ROR 25 1.98% of Total ROR

lOOK Holding Companies and Study Areas

1 Alaska Communications Systems 327,209 6
2 ALLTEL Communications Service Corp. 2,354,679 25
3 CenturyTel, Inc. 1,770,100 64
4 FairPoint Communications, Inc. 243,630 28
5 Madison River Telephone Company 192,566 4
6 PUERTO RICO TELEPHONE 1,333,656 2
7 Rock Hill Telephone Company 129,589 4
8 Telephone And Data Systems, Inc. 693,162 114
9 TXU Communications Telephone Company 169,753 2

10 ROSEVILLE TEL CO 132,728 1
11 CONCORD TEL CO 124,832 1

7,471,904 50.54% of Total ROR 251 19.92% of Total ROR

Total 50K & lOOK Holding Companies & Study Areas 8,166,596 55.23% of Total ROR 276 21.90% of Total ROR

Total Industry ROR Carriers 14,785,359 7.97% of Total Industry 1260 87.68% of Total Industry

Total Industry 185,588,578 1437

Note: Frontier 2 Concurring Companies is composed of 25 study areas in 10 states that have averaged annual rate of returns of over 37% since 1996.
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